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COUNCIL AGENDA REPORT 7

AGENDA DATE: January 31, 2012

TO: Mayor and Councilmembers

FROM: Treasury Division, Finance Department

SUBJECT: December 31, 2011, Investment Report And December 31, 2011,

Fiscal Agent Report
RECOMMENDATION: That Council:

A. Accept the December 31, 2011, Investment Report; and
B. Accept the December 31, 2011, Fiscal Agent Report.

DISCUSSION:

On a quarterly basis, staff submits a comprehensive report on the City's portfolio and
related activity pursuant to the City’'s Annual Statement of Investment Policy. The
current report covers the investment activity for October through December 2011.

Financial markets rebounded in the final quarter of 2011, a year marked by tremendous
market volatility. The strong fourth quarter results reflected modest expansion in the
manufacturing and service sectors, higher consumer confidence, and improved
employment data. Additionally, markets appeared to correct for the substantial sell-off
during the third quarter , when financial markets posted the worst performance since the
first quarter of 2009 due to slow economic data, concerns over the European debt crisis,
and the political divide in Washington in addressing the federal debt ceiling limit and
federal budget deficit.

In the fourth quarter, the major indexes rebounded with double-digit increases. The Dow
Jones Industrial Average (DJIA) index, which measures stocks from 30 industrial “blue-
chip” companies, rose 12.78 percent from the previous quarter and 8.38 percent for the
year; the S&P 500, composed of 500 “large-cap” companies across various sectors,
was up 11.82 percent for the quarter and 2.11 percent for the year; and NASDAQ,
which largely measures technology stocks, was higher by 7.86 percent for the quarter
but down 1.8 percent for the year. -

At its December meeting, the Federal Reserve Bank’s Open Market Committee (FOMC)
confirmed that high unemployment, modest income growth, a depressed housing
market, and other factors continue to constrain U.S. economic growth. To encourage
the pace of economic recovery and address its statutory mandate of fostering maximum
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employment and stable inflation, the Committee announced that it would expand its
-long-term holdings by $600 billion through June 30, 2012, continuing “Operation Twist.”
Announced last September, “Operation Twist’ is designed to encourage investors to

take on riskier assets, lower the cost of borrowing, and stimulate consumer spending by
holding longer term interest rates low.

At its December meeting, the Committee once again maintained the current federal
funds rate at a target range of 0-1/4 percent, stating that current economic conditions
are likely to warrant “exceptionally low levels for an extended period”. At its September

meeting, the FOMC indicated that current interest rates are likely to continue through at
least mid-2013.

Accordingly, Treasury yields e eacury Merlet Cormative
were mostly lower by the end 9/30/2011 || 10/31/2011 | 14/30/2011 | 12/31/2011 | Change |
of the quarter. As shown in 3 Month 0.01% 0.00% 0.00% 0.01% 0.00%
the table to the right, the [ _6Month 0.05% 0.04% 0.05% 0.06% 0.01%
. . 0, 0, 0, 0, 0,
change  in Treasury yelds [ter ot T o |t | eron [ oo
ranged from no change for 3 Year 0.40% 0.38% 039% 0.35% 0.05%
the yields on the 3-month —J 0.68% 0.67% 067% 0.59% -0.00%
Treasury bill and the 1- and 2- [y, 0.95% 0.96% 0.95% 0.83% -0.12%
year Treasury notes to a [ jovear | 102% 2.11% 2.07% 1.88% -0.04%
decrease of 12 basis points [ 30vYear 2.91% 3.13% 3.06% 2.89% -0.02%
on the 5-year Treasury note. LAIF 0.38% 0.38% 0.38% 0.38% 0.00%

Investment Activity

As shown in the Investment Activity table on the next page, the City invested $16 million
during the quarter. The purchases consisted of;

- $14 million in “AAA” rated Federal Agency callable securities;
- $2.0 million in a certificate of deposit

During the quarter, $16 million of Federal Agency securities were called, $2 million in
securities matured, and $2 million in certificates of deposit matured. In addition, the

portfolio also received $85,169 in a semi-annual principal payment on the Airport
promissory note at the end of December.
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Face Purchase Final Call Yield Yield
Issuer Amount Date Maturity Date To Call To Maturity
Purchases:
Federal Home Loan Mortgage Corp (FHLMC) 2,000,000 10/03/11 10/03/16 04/03/12 1.000% 1.612%
Federal Home Loan Mortgage Corp (FHLMC) 2,000,000 10/19/11 10/19/16 07/19/12 1.500% 1.500%
Federal National Mortgage Association (FNMA) 2,000,000 10/28/11 10/28/16 10/28/13 1.551% 1.521%
Federal National Mortgage Association (FNMA) 2,000,000 11/09/11 11/09/116 11/09M12 1.525% 1.807%
Federal Home Loan Mortgage Corp (FHLMC) 2,000,000 11/09/11 11/09/116 05/09/12 1.800% 1.800%
Montecito Bank & Trust CO (MBTCD) 2,000,000 11/18/11 11/18/13 - - 0.800%
Federal National Mortgage Association (FNMA) 2,000,000 12/28/11 12/28/16 12/28/12 1.625% 1.625%
Federal National Mortgage Association (FNMA) 2,000,000 12/28/11 12/28/16 12/28/12 1.125% 1.641%
16,000,000
Calls:
Federal Farm Credit Bank (FFCB) 2,000,000 10/28/110 10/28/15 11/08/11 1.540% 1.540%
Federal Home Loan Mortgage Corp (FHLMC) 2,000,000 11/23/10 11/23/15 11/23/11 2.207% 1.845%
Federal Farm Credit Bank (FFCB) 2,000,000 12/10/110 12/08/14 12/08/11 2.139% 1.662%
Federal Farm Credit Bank (FFCB) 2,000,000 12115110 12/15/15 12/1511 2.480% 2.480%
Federal Home Loan Mortgage Corp (FHLMC) 2,000,000 | 09/27/11 08/27/16 12/27/111 1.550% 1.550%
Federal National Mortgage Association (FNMA) 2,000,000 12/28/10 12/28115 12/28/11 2.051% 2.011%
Federal Home Loan Bank (FHLB) 2,000,000 | 06/30/10 06/30/14 12/30/11 1.125% 2277%
Federal Home Loan Bank (FHLB) 2,000,000 | 06/30/11 06/30/16 12/30/11 1.300% 2297%
16,000,000
Maturities:
Federal Farm Credit Bank (FFCB) 2,000,000 | 09/30/09 10/03/11 - - 1.125%
Montecito Bank & Trust CD (MBTCD) 2,000,000 11/18/09 11/18/11 - - 1.750%
Airport Promissory Note - Partial Redemption 85,169 | 07/14/09 06/30/29 - - 7.000%
4,085,169

The weighted average yield to maturity measures the average yield for securities in the
portfolio that have varying interest rates. This helps provide a measure of the future rate
of return on the investment portfolio. The weighted average yield to maturity on the
quarter's purchases totaled 1.538 percent, which is 31.6 basis points lower than the
1.854 percent on the quarter’s called/matured investments. Over the past two years, the
weighted average yield spread between the purchases and called/matured investments
averaged 133.8 basis points lower each quarter, compared to only 31.6 basis points
lower this quarter. Like last quarter, this narrowing of the spread indicates that the older,
higher yielding securities previously held in the portfolio, i.e. purchased before the
recession, have either been called or matured and are no longer in the portfolio. Also,
since market yields have remained relatively stable at exceptionally low levels, we are
only able to replace the current called mvestments with investments of similar or slightly
lower investment yields.

The average rate at which the City earned interest at the Local Agency Investment Fund
(LAIF), the State’s managed investment pool, was 0.38 percent for the quarter ended
December 31, 2011. Staff expects to reinvest a portion of the City’s LAIF balances in
short-term or callable securities during the next quarter.

Summary of Cash and Investments Mo. Days to
k4 . Ended Yield |Maturity
The book rate of return, or portfolio yield, measures the [ g/30/2011[ 1.750% 1,046

percent return of actual interest earnings generated | 10/31/2011| 1.730% 1,048
from the portfolio. During the quarter, the City’s book | 11/30/2011] 1.762% 1,074
rate of return decreased by 8.2 basis points from 1.750 112/31/2011] 1.668% 990




Council Agenda Report

December 31, 2011, Investment Report And December 31, 2011, Fiscal Agent Report
January 31, 2012

Page 4

percent at September 30, 2011 to 1.668 percent at December 31, 2011. The book rate
of return continues to decline through the attrition of overall higher-yielding securities
and reinvestment at lower market rates as discussed previously. The portfolio’s average
days to maturity decreased by 56 days from 1,046 to 990 days, which includes the long-
term Airport promissory note authorized by Council in July 2009. The portfolio’s average
days to maturity excluding the Airport note is 788 days, reflecting reinvestment of

maturities and calls during the quarter in the one to five year range in accordance with
the City's Annual Statement of Investment Policy.

Credit Quality on Corporate Notes

Over the quarter ended December 31, 2011, there were no credit quality changes to the
five corporate issuers of the medium-term notes held in the portfolio (i.e., Berkshire
Hathaway Financial, General Electric Capital Corp, Harvard College, Proctor & Gamble,

and Toyota Motor Credit). The ratings of all corporate notes remain within the City's
Investment Policy guidelines of “A” or better.

Portfolio Market Gains/Losses

As shown in the Investment Yields chart below, the City’s portfolio continues to
significantly outperform the three benchmark measures (the 90-day T-Bill, 2-year T-
Note and LAIF). The portfolio also reflects unrealized market gains during the quarter
due to lower market yields compared to the yields on securities held in the portfolio. At

December 31, 2011, the overall portfolio had an unrealized market gain of $1.621
million.
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On a quarterly basis, staff reports the five securities with the largest percentage of
unrealized losses when comparing book value to market value at the end of the quarter.
Note, however, since securities in the portfolio are held to maturity, no market losses
will be realized. There were no securities in the portfolio trading below the purchase
price at the end of the quarter.

On a quarterly basis, staff also reports all securities with monthly market declines of
greater than 1 percent compared to the prior month. There were no securities in the
portfolio with a market decline of greater than 1 percent compared to the prior month.

The following confirmations are made pursuant to California Code Sections 53600 et
seq.: (1) the City's portfolio as of December 31, 2011 is in compliance with the City’s
Statement of Investment Policy; and (2) there are sufficient funds available to meet the
City’s expenditure requirements for the next six months.

Fiscal Agent Investments

In addition to reporting requirements for public agency portfolios, a description of any of
the agency’s investments under the management of contracted parties is also required
on a quarterly basis. Attachment 2 includes bond funds and the police and fire service
retirement fund as of December 31, 2011.

ATTACHMENTS: 1. December 31, 2011, Investment Report
2. December 31, 2011, Fiscal Agent Report

PREPARED BY: Jill Taura, Treasury Manager
SUBMITTED BY: Robert Samario, Finance Director
APPROVED BY: City Administrator's Office
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